Over the past 30 years multinational firms' investment grew four times faster than worldwide GDP. Yet the evidence on whether global diversification is valuable is inconclusive. This paper uses detailed FDI data for 251 UK multinational firms and 4,676 subsidiaries for the period 1999-2005 to show that multinational firms exhibit, on average, a global diversification premium. I investigate this result and show that the premium is positively related to "winner-picking" transfers in internal capital markets, and more so for better-governed firms. The findings help explain why multinational firms' investment and global diversification have significantly increased over the past three decades.
Introduction
The past 30 years has seen an enormous growth of activity in global diversification by multinational firms. Inflows of foreign direct investment (FDI) have grown much faster than either trade or income. While worldwide real GDP increased at a rate of 3.2% a year between 1980-2007 and worldwide exports by 7.3%, worldwide real inflows of FDI increased by nearly 14%.
1 Over the same time period industrial diversification has fallen out of favor. Many of the large conglomerates that were formed in the 1960s and 1970s were dismantled or became focused in light of a generally negative view in the 1980s and 1990s. Further, existing evidence such as Denis et al. (2002) suggests that global diversification is associated with a diversification discount similar to that for industrially diversified conglomerates. 2 Why then has global diversification continued to prosper?
This paper reconsiders if multinational firms trade at a discount/premium, and if so, why? In particular I examine if the agency costs that have been found to contribute to the industrial diversification discount also play a role in multinational firms. Specifically, I
ask if global diversification is valuable; whether the global diversification premium is associated with with corporate governance; and if multinational firms that create value engage in "winner-picking" (Stein (1997) ) by allocating capital efficiently in internal capital markets. To answer these questions, I use comprehensive FDI data on multinational firms' subsidiaries and investment. These data provide far richer details about foreign operations of multinational firms than data used in other studies, and therefore can be used to generate precise measures of the extent to which firms are globally diversified, investment in internal capital markets of multinational firms, and the value of global diversification.
Recent work on the value of global diversification presents mixed results. Denis et al. (2002) study US multinational firms using Compustat data and find that global diversification discounts are of the same order of magnitude as industrial diversifica-tion discounts. While other studies such as Bodnar et al. (2005) , Dastidar (2009) , and Gande et al. (2009) challenge this result, both Click and Harrison (2000) and Christophe and Pfeiffer (2002) find that global diversification attracts a discount. Examining both industrial and geographical diversification, Dos Santos et al. (2008) examine US -acquirer cross-border acquisitions and find that related international diversification attracts a premium, while industrially diversifying cross-border acquisitions attract a discount.
However, Moeller and Schlingemann (2005) find that international acquisitions trade at a discount relative to domestic acquisitions during the period of 1985-1995. In a related study, Doukas and Lang (2003) present evidence that core-related foreign direct investment in new plants increases shareholder value.
In contrast, there is an extensive literature in both economics and finance documenting the advantages multinational firms have over domestic firms. In a series of papers utilizing US foreign direct investment data to study the internal capital markets of multinational firms, Desai et al. (2004a) , Desai et al. (2004b) , Desai et al. (2005) , Desai et al. (2007) , and Desai et al. (2008b) show that multinational firms optimally change the capital structure of both the parent company and foreign subsidiaries in response to tax, local risk, financial development, and costly external financing, and that multinational firms use internal capital markets to attenuate the effects of local capital controls through decreasing subsidiary profitability. Using a similar dataset, Desai et al. (2008a) show that multinational firms use their internal capital market to take advantage of local currency crises by investing in local assets and capturing sales growth, and Antras et al. (2009) show that multinational firms' internal capital markets are advantageous when external capital markets are imperfect. Studies of firm-level FDI data for the UK, the US, and Italy show that average labor productivity in foreign subsidiaries of multinational firms is between 30% and 70% higher than for domestic firms, while for the home activities of multinational firms it is approximately 30% higher (Griffith (1999) , , , Benfratello and Sembenelli (2006) , and Barba Navaretti and Castellini (2004) ).
3
The lack of a consensus on whether global diversification is valuable is concerning, given both the results on subsidiary performance and the prevalence of multinational firms, and reinforces the need for further examination of the issue. Empirically, studies on the value of global diversification are constrained by data limitations. Accounting standards often request that firms report business and geographic segments, but firms have a great deal of discretion in reporting geographic segment data, and these data are not reported in a complete or consistent manner across firms. Consequently, both the number and the geographic content of the segments in Compustat and similar data providers offer little meaningful information. As a result, most prior studies have measured the value of global diversification relative to focused firms in the country of the parent, and analysis has been limited to using a dummy variable to measure global diversification. This study overcomes these data limitations by employing subsidiary data of UK multinational firms to examine geographic diversification. The UK Office (10%) when compared with a portfolio of country-industry matched focused firms. Further, the value premium is increasing in the span of global diversification, measured simply as the number of countries in which a multinational firm has subsidiaries with a controlling interest. The result is robust to using alternate measures of diversificamarized in Caves (1996) and Barba Navaretti and Venables (2005) . Morck and Yeung (1991) present evidence consistent with these theories.
tion, and including country-level stock market price ratios, economic development, and UK-foreign country relations.
Second, the paper investigates if differences in firm-level corporate governance are value relevant. 4 Aggarwal et al. (2009) show that firms with higher levels of firm-level governance and countries where firm-level governance mechanisms are more prevalent are associated with higher market valuations. I examine both the level of governance of the UK parent and the difference in governance between the UK parent and a portfolio of focused firms matched on country and industry. Both are positively associated with the global diversification premium. The results show that approximately one-quarter of the variation in value premium can be explained by differences in firm-level governance between the multinational firm and foreign firms similar to its subsidiaries. The result is based on differences in firm-level governance for developed countries only, where governance is strongest, and likely underestimates the true importance of firm-level governance.
Next, I examine whether internal capital markets contribute to the global diversification value premium. The question of how efficiently diversified firms use internal capital markets is central to the debate on diversification and value. One way in which diversified firms can finance investments -that is not an option for focused firms -is through cash flow transfers from divisions without investments to divisions with investments. At the same time, the literature on internal capital markets for industrially diversified firms has shown that one potential cost to being diversified is mismanagement of internal cash flows, which are not always allocated to high-growth divisions (see for example, Shin and Stulz (1998) , Rajan et al. (2000) ). For each multinational firm I classify its subsidiaries as high-productivity or low-productivity based on investment opportunities. Using the ONS AFDI data I estimate the value-added created by each multinational firm through cross-divisional transfers in the internal capital market, similar to Rajan et al. (2000) . If, on average, high-productivity subsidiaries receive an increase in investment and low-productivity subsidiaries receive lower investment, then the internal capital market will contribute to the value of the multinational firm, and in turn the global diversification premium. Consistent with this, I find that the global diversification premium is positively related to the value added from transfers across divisions. Furthermore, the results show that the relation between the diversification premium and transfers across divisions is stronger in well-governed firms. Better governed multinational firms create more value through efficient transfers in their global internal capital market.
The results on corporate governance and internal capital market allocation demonstrate the channels through which global diversification is valuable. There are relatively few studies that examine the linkage between quality of corporate governance and the global diversification discount/premium, and none that examine internal capital markets and the global diversification discount/premium. Gande et al. (2009) show that global diversification is more valuable where US firms diversify into countries with creditor rights that are stronger than that of the US. A few papers examine the industrial diversification discount internationally. Khanna and Palepu (2000) argue that diversification may be more valuable in emerging markets than in more developed economies. Fauver et al. (2003) The rest of the paper is organized as follows. Section 2 describes the data in detail.
Section 3 presents the results on the global diversification premium, linkages to multinational firm corporate governance, and internal capital markets. Section 4 investigates the robustness of results by considering alternative specifications and endogeneity. Finally, Section 5 concludes.
Data
Multinational firms and their subsidiaries are identified using the Annual Foreign Direct Investment Survey, a proprietary dataset from the UK ONS. 5 The ONS collects 5 The purpose of the survey is to collect financial information on the relationship between UK companies and foreign parents and associates (inward FDI), and between UK companies and foreign subsidiaries, affiliates, and branches (outward FDI). The information is primarily required for measuring the UK's balance of payments and international investment position. The survey comprises three main areas: flows of investment, level or stock of investment, and earnings from the investment in the local enterprise. The level or stock of investment represents the net book value of the subsidiary to the parent at the end of the period. This accounts for goodwill write-offs, the revaluation of assets, and exchange rate fluctuations. 
Main Results

The global diversification premium
I measure the global diversification premium using a variation of the excess value measure originally developed by Lang and Stulz (1994) . Excess value is computed as the difference between the market value of a multinational firm and a portfolio of single-segment firms in the same country, same industry, and same year. This approach assumes that the best match for a multinational subsidiary is a firm in the subsidiary's country of operation, and not in the multinational parent's home country. 12 I compute the log of the ratio of a firm's Tobin's q and its imputed Tobin's q, where the imputed value is the end-of-the-year asset-weighted average Tobin's q of comparable stand-alone firms. Tobin's q is estimated as the market value of equity plus book value of total assets minus book value of common equity, all depleted by the replacement value of assets, which is estimated as the book value of total assets. The asset weight in each subsidiary-country-industry-year is calculated using the book value of assets (measured in nominal GBP) from the UK ONS AFDI survey. The method for selecting stand-alone firms is described in Section 2. Table 2 presents univariate results for the global diversification premium. Panel A presents a first glance into the differences between multinational firms and local firms.
In addition, I estimate relative measures of possible determinants of excess value using the same method as for Tobin's q. The independent firm characteristics generally used in the literature are firm size measured by the natural logarithm of total sales (Log(Sales)), and the ratios of total debt to assets (Debt/Assets), capital expenditures to assets (Capex/Assets), earnings before interest and taxes to sales (Ebit/Sales), and research and development expense to sales (R&D/Sales). Similar to prior work these variables are winsorized at extreme percentiles (1st and 99th). The average (median) raw excess value is 10% (6%). Significantly, multinational firms are larger, invest more, and produce higher profits than their benchmark portfolio of comparable local firms. Panel B presents descriptive statistics on global and industrial diversification. The degree of global diversification, Global Div, is measured as the number of countries in which a multinational firm has subsidiaries. Global diversification is highly correlated with the number of subsidiaries (coefficient of 0.86) and less so with industrial diversification measured as the number of ICB industries (coefficient of 0.34).
In Panel C a broad brush analysis of excess value and diversification is presented.
Excess value is increasing in the degree of global diversification. On average, multinational firms that invest in less than three countries exhibit no significant excess value while the most globally diversified firms exhibit an excess value of 24.5%. Further, the least globally diversified multinational firms tend to trade at a zero premium or discount.
Combined, these univariate results show that multinational firms are more highly valued than their benchmark portfolio of comparable local firms. However, plausible explanations for the difference in value might be that multinational firms have characteristics that make them more valuable; indeed Panel A of Table 2 shows that multinational firms are significantly different to their imputed firms. Equally, the univariate results suggest an industrial diversification premium. It is therefore necessary to examine the relationship between valuation and global diversification in multivariate regressions that control for firm characteristics. Table 3 reports the results from regressing multinational firms' excess values on global diversification, firm characteristics and calendar-year dummies, where standard errors are adjusted for clustering at the firm-level. Regressions (1) - (3) show estimates for regressions of excess value on a constant and the degree of global diversification (Global Div). The results show that, after controlling for time effects, multinational firms are valued at a premium compared with their local counterparts. Regression (3) presents results of estimation of excess value on Global Div and Global Div 2 . The excess value-diversity relationship is curvilinear: the value premium increases at lower levels of global diversity and then decreases for higher levels. 13 Regression (4) intro-duces firm characteristics generally used in the literature. For each firm, the relative difference between its own and imputed characteristic is used. The relative differences are firm size measured by the natural logarithm of total sales (Log(Sales)), and the ratios of total debt to assets (Debt/Assets), capital expenditures to assets (Capex/Assets), earnings before interest and taxes to sales (Ebit/Sales), and research and development expense to sales (R&D/Sales). Consistent with existing literature, excess value is higher for firms with higher Ebit to sales, investment in R&D, and capital expenditure.
Regressions (5) and (6) re-introduce global diversification. For a multinational firm with subsidiaries in the average of 12.2 countries the value premium is estimated to be nineteen percentage points after controlling for differences in firm characteristics compared with twenty percentage points in regression (3). These results indicate that global diversification is valuable. Further, the presence of a global diversification premium may explain why, unlike industrial diversification, global diversification has continued to increase
Does better governance explain the premium?
In this section I examine the relation between firm-level corporate governance and the global diversification value premium. A significant literature shows that corporate governance is an important determinant for firm value. In the modern era this begins with Jensen and Meckling (1976) , Morck et al. (1990) and others in the US, and La Porta et al. (1998 ), La Porta et al. (2000 , Claessens et al. (2002) , Dyck and Zingales (2004) plus others internationally. More recently, Aggarwal et al. (2009) show that firm-level corporate governance is important in explaining differences in firm valuation across countries. In addition, better firm-level governance may explain why subsidiaries of multinational firms are valued higher than local comparable firms. For instance, a subsidiary of a UK multinational firm might benefit from the same level of governance as the parent firm, which in turn might be higher than foreign firms local to the subsidiary.
To measure the corporate governance of both the multinational parent and foreign firms I use the composite governance index from Aggarwal et al. (2011) . They build the composite governance index using 41 firm-level governance attributes collected by Risk Metrics/ISS for twenty-three countries. Each firm receives a score of one for every attribute present, and the aggregate score is divided through by 41. The attributes cover four broad subcategories: (1) Board (24 attributes), (2) Audit (three attributes),
Anti-takeover provisions (six attributes), and (4) Compensation and ownership (eight attributes). 14 Throughout, I assume that a subsidiary benefits from the same level of governance as its parent.
I use the composite governance index in two ways to examine if the global diversification value premium is related to governance. First, I use the composite governance index for the UK parent, GOV. The parent-level composite governance index measures the governance for the UK parent only. Consequently, estimations of excess value including GOV tests if better governed multinational firms exhibit larger global diversification premiums. The average GOV for UK multinational firms is 56%, and the standard deviation is 7.3%.
Next, I measure the difference between the UK parent's composite governance index and its benchmark composite governance index, GOV GAP, where the benchmark is based on the location and industry of its subsidiaries. The benchmark composite governance index estimates the level of governance for each subsidiary as if it were owned locally using the country-industry median composite governance index. For each parent multinational firm the benchmark is estimated as the asset-weighted average of its subsidiaries' benchmark composite governance index. For subsidiaries where no benchmark composite governance index exists, the benchmark is the country median composite governance index, else the parent composite governance index is used. For UK multinational firms the average GOV GAP is -0.1% and insignificant from zero, and the the standard deviation is 4.7%. The insignificance of GOV GAP shows that UK multinational firms are, on average, no better governed than the portfolio of benchmark firms. Importantly, this rules out that the global diversification value premium 14 Board attributes capture the aspects of the board of directors such as board independence, composition of committees, size, transparency, and how the board conducts its work. Audit includes questions on the independence of the audit committee and the role of auditors. Anti-takeover provisions are drawn from the firms charter and by-laws and refer to dual-class structure, role of shareholders, poison pills, and blank check preferred. Compensation and ownership deals with executive and director compensation on issues related to options, stock ownership and loans, and how compensation is set and monitored. documented in Section 3.1 arises simply because the benchmark firms have worse governance on average.
The results from regressions estimating excess value on corporate governance are presented in Table 4 . Once again, I estimate multinational firms' excess values in a regression on global diversification, firm characteristics and calendar-year dummies, where standard errors are adjusted for clustering at the firm-level. In regressions (1) and (2) I introduce GOV and GOV GAP as explanatory variables. The results indicate that firm-level corporate governance is an important determinant of the documented global diversification premium. The coefficient on GOV of 0.009 in regression (1) is both economically and statistically significant, and shows that better governed multinational firms exhibit higher global diversification premia. A one standard deviation increase in GOV is associated with an increase in the value premium of around six percentage points. Regression (2) examines the effect of the governance gap, GOV GAP, on the value premium. The coefficient on GOV GAP of 0.012 is both economically and statistically significant, and shows that the global diversification premium is higher for multinational firms better governed than benchmark foreign firms. A one standard deviation increase in GOV GAP is associated with an increase in the value premium of around five and a half percentage points.
The results in regressions (1) and (2) show that better governed firms are associated with a greater diversification premium and that the premium is largest where the governance gap between subsidiaries of multinational firms and benchmark foreign firms is largest. This finding suggests that multinational firms that export good governance through the organization achieve higher valuations. The ability of a multinational parent firm to set governance in foreign subsidiaries should depend on the control rights that the parent has in the subsidiary. To estimate control rights, I include the ownership stake that the multinational firm has in the subsidiary. Table 1 shows that on average multinational firms have 94.5% ownership in their subsidiaries. Further, parent firms have 100% ownership in 69% of subsidiaries. Regression (3) includes both the asset weighted ownership OWN, and the asset weighted interaction of GOVGAP and OWN.
The results show that value continues to be positively related to the governance gap, 14 but further that the effect is stronger where multinational firms hold a larger ownership stake in subsidiaries.
Next, I examine if governance is more important for firms that are more globally diversified. If the costs to diversification arise because internal capital markets increase the scope for agency costs, then corporate governance should be more important for the multinational firms most globally diversified. In Regression (4) I introduce the interaction between GOV GAP and Global Div. Once again, both the coefficients on Global Div and GOV GAP are positive and significant. Further, the coefficient on Global Div × GOV GAP is positive and significant, which indicates that corporate governance is complimentary to global diversification:
The results in regressions (1) -(4) support the hypothesis that multinational firms are able to create value through corporate governance. However, the value-governance relationship may flow in both directions. An alternate hypothesis is that local firms are better governed and have higher valuations than multinational firms' subsidiaries. While the results for the governance effects on the valuation premium are both economically and statistically significant, they probably underestimate the true significance. The governance gap employed measures the governance gap for twenty-three developed countries and ignores governance differences between UK multinationals and firms in much less well developed countries. In comparison, excess value tracks comparable firms in sixty-three countries. Thus the results likely underestimate the true importance of the firm-level governance channel.
Overall, the results on corporate governance show that multinational firms are rewarded, in terms of valuation premium, for both better corporate governance in general and better corporate governance than foreign firms in the location of subsidiaries. The findings are consistent with those in Ellis et al. (2012) , who present evidence that acquirers from countries with better governance gain more from acquisitions, and that gains are higher when targets are from countries with worse governance. The results illustrate that better governance is an important determinant of the global diversification premium.
Internal capital markets
In this section I examine whether internal capital markets contribute to the global diversification value premium. The question of how efficiently diversified firms use internal capital markets is central to the debate on diversification and value. One way in which diversified firms can finance investments -that is not an option for focused firms -is through cash flow transfers from divisions without investments to divisions with investments. Such transfers in internal capital markets may provide greater benefits to globally diversified firms than for industrially diversified firms operating within a single country because both investment opportunities and financing vary more across subsidiaries. At the same time, the literature on internal capital markets for industrially diversified firms has shown that one potential cost to being diversified is mismanagement of internal cash flows, which are not always allocated to high-growth divisions (see for example, Shin and Stulz (1998) , Rajan et al. (2000) ).
To study the relation between global diversification, internal capital markets, and value, I examine how cross-divisional transfers affect value in the spirit of Rajan et al. (2000) . I first distinguish between efficient and inefficient transfers by classifying subsidiaries into low-productivity and high-productivity divisions based on their investment opportunities. Specifically, I examine whether the (country-industry) imputed Tobin's q for subsidiary j, q j is lower or higher than the firm simple average imputed Tobin's q, q j .
If the imputed Tobin's q is higher, the subsidiary is classified as a high-productivity subsidiary. If it is lower, it is classified as a low-productivity subsidiary. The comparison between the subsidiary investment opportunities, estimated as the imputed Tobin's q, with the average investment opportunity available to the firm facilitates examination of whether multinational firms make efficient transfers into high-productivity subsidiaries.
Next, I estimate transfers across subsidiaries using the change in asset weight over the year, ∆ω j,t . The transfer measures the increase or decrease in resources in a subsidiary relative to all other subsidiaries in the firm. Finally, I compute value added at the firmlevel by first weighting the transfer to a subsidiary by the difference between a subsidiary's Tobin's q and the average Tobin's q in the firm, and then adding the weighted transfer across all N subsidiaries of a firm in a year:
where ω j,t is the share of firm resources in division j at the beginning of the year, ∆ω j,t is the change in resources in subsidiary j which is the measure of the funds transferred to/from a subsidiary (relative to other subsidiaries), and q j,t − q j,t is the difference between a subsidiary's Tobin's q and the average Tobin's q in the firm. Firm value added measures the value created through transfers -in terms of investment weights -towards higher productivity subsidiaries. If, on average, high-productivity subsidiaries with q j,t > q j,t receive an increase in investment, ∆ω j,t > 0, and low-productivity subsidiaries with q j,t < q j,t receive lower investment, ∆ω j,t < 0, then the internal capital market should contribute to the value added of the multinational firm.
There is a subtle difference between the transfers Rajan et al. (2000) use and the transfers I use to estimate value added in equation 1. Rajan et al. (2000) measure transfers by the difference between the dollar investment a segment makes when it is part of a diversified firm and the investment it would have made had it been on its own, which is approximated by the weighted average of the ratio of capital expenditures to assets of single-segment firms in the same industry. Next, they subtract the average industryadjusted capital expenditure-to-assets ratio averaged across the segments of the firm to control for the possibility that diversified firms have more funds. As it is not possible to measure dollar investment for each subsidiary, I use the change in investment weight. The advantage of this approach is that directly captures the relative expansion or contraction of subsidiaries. The disadvantage is that I am unable to measure trans-fers relative to single segment firms, which is relevant for examining the value premium relative to single country-industry benchmark firms. Therefore, in the analysis of the efficiency of internal capital markets I examine the value of the multinational firm rather than excess value.
The descriptive statistics for value added are presented in Table 5 . Further, moving from low diversification to high diversification only increases value added where corporate governance is high; and moving from low governance to high governance only matters for value added in those firms that exhibit high levels of diversification. Consistent with the results presented in Table 4 , corporate governance and global diversification are complimentary in creating value. While the prior results focused on Tobin's Q, the results on value added show that transfers through the internal capital market in firms with high corporate governance is one channel through which the value premium arises.
To understand if the efficient transfers in the internal capital market contribute to multinational firm value, I estimate the relation between Tobin's q of a multinational firm and the value added by allocation. These results are reported in Table 6 . I include the relative firm-level characteristics introduced earlier, and again include calendar year dummies and cluster standard errors at the firm-level. Regression (1) presents estimation results of multinational firm value on value added (V A) and firm characteristics. Value added has a positive and significant effect on firm value (coefficient of 0.2839). Multinational firms that allocate investment towards high productivity sub-sidiaries exhibit higher valuations. This result indicates that multinational firms add value by forming an internal capital market where resources can be allocated to their best use, or "winner-picking" (Stein (1997) ).
It is possible that value added is related to either the degree of global diversification or corporate governance. In columns (2) and (3) I introduce global diversification (Global Div) and firm-level corporate governance (GOV). Importantly, value added continues to have a positive and significant effect on firm value. In fact, the importance of value added becomes larger and more significant when included alongside GOV, which suggests that there may be an interaction effect between value added and governance. Indeed, it is plausible that firms with better governance make more efficient transfers because better governance mitigates agency problems. Hoechle et al. (2011) find that the industrial diversification discount narrows significantly for firms with better corporate governance. To explore this, I include the interaction between governance and value added, GOV × V A, in the estimation of multinational firm value, and report the results in column (4). The results show that multinational firm value is increasing in both value added and corporate governance, and further also increasing where the interaction of value added and governance is greater. While governance and value added contribute to firm value separately the effects are also complimentary. Better governed multinational firms create more value through efficient transfers in their global internal capital market.
Extensions and robustness
Distance, culture, and openness
In this section I investigate the relation between a multinational firm's global diversification premium and characteristics of the host countries in which it invests. The characteristics considered are distance; culture and religion; and openness to trade.
These three groups of characteristics potentially explain country pairwise differences in global diversification not captured by firms relative financial characteristics Distance is taken from the CEPII Distances dataset, and measures the bilateral distance between the UK and host country in terms of geographical distance. Gravity models have been used to explain trade and FDI since Tinbergen (1962) , and imply that geographical distance might pose barriers to FDI. The second group of characteristics are culture and religion. Religion and other cultural dimensions have been shown to affect economic outcomes (Barro and McCleary (2003) ; Guiso et al. (2003) ; Guiso et al. (2006)). Further, Stulz and Williamson (2003) show that culture, proxied by differences in religion and language, can explain creditor and investor rights; Mueller and Philipon (2011) I test if these characteristics are important for multinational firm excess value by repeating the tests presented in Table 3 for one characteristic at a time. 15 For each country characteristic, I compute the firm weighted average measure using the subsidiary asset weights as previously described. For example, multinational firm distance is the asset weighted bilateral distance between the UK and its overseas divisions. The results are presented in Table 7 . The coefficients on GlobalDiv, GlobalDiv 2 , and the characteristic of interest (Z) only are shown in the sake of brevity. First, I examine geographical distance by including the natural logarithm of the asset weighted bilateral distance, measured in thousands of kilometers. The coefficient of -0.014 in regression (1) is statistically significant and indicates that the global diversification premium is negatively related to the average geographical distance between the UK parent and its subsidiaries. This result may follow because distance dampens multinational productivity (Barba Navaretti and Venables (2005)) and/or geographical distance may provide a barrier to monitoring of foreign divisions.
Next, I examine if the UK and host country have a common language or religion, and if the host country is a former British colony. The three characteristics are dummy variables equal to one if the host country has a common language with the UK (English), a common primary religion (Protestant), or is/was a British colony respectively. The results are presented in the columns (2) - (4) of Table 7 . The global diversification premium is greater for multinational firms that have a greater proportion of foreign direct investment in host countries sharing the same primary language, same primary religion or are/were British colonies. Lastly, in columns (5) and (6) The measure of global diversification employed in the preceding results is the number of countries in which a multinational firm invests. It is possible that the diversification premium is associated with only this measure of diversification, or that an alternative measure of diversification adds better insight to the findings. Table 8 presents regression results using alternative measures of diversification. First, in regressions (1) and (2) the foreign asset weight and country weight Hirschman-Herfindahl (Country HHI)
Index are employed as measures of global diversification. In both estimations, the coefficient on the alternate measure of global diversification is significant and implies a global diversification premium. However, the results in column (3) shows that number of countries in which a multinational firm invests better estimates the value premium Columns (4) - (7) of Table 8 present robustness results for different types of diversification. In columns (4) and (5) the number of industries in which a firm invests (Ind Div) is employed as the measure of industrial diversification. The coefficients on
Ind Div suggest an industrial diversification discount but the effect is insignificant. In column (5) the coefficient on global diversification continues to be significant. Results in column (6) show that organizational diversification, measured by subsidiary count, is significant in explaining value. However, given the high correlation between the number of subsidiaries and countries shown in Table 2 it is not surprising that subsidiary count ceases to be significant when combined with Global Div in column (7). Combined, these results confirm that the value premium is robust to the choice of measurement of diversification, and that the number of countries in which a multinational firm invests is not a proxy for alternative forms of diversification.
Endogeneity
Since multinational firms choose to diversify internationally, the same firm-level characteristics that guide this decision may also affect the market's valuation of the firm. As explored in the industrial diversification literature by Campa and Kedia (2002) , Chevalier (2004) , Graham et al. (2002) , Lamont and Polk (2001) , Maksimovic and Phillips (2002) , Villalonga (2004a) , Villalonga (2004b) , Whited (2001) and others, failure to control for firm traits that drive the diversification decision may produce misleading econometric results that inappropriately attribute the premium to global diversification per se rather than to the underlying traits that induce firms to diversify overseas.
To control for multinational firm-specific traits and endogeneity concerns, two steps In all three specifications, the regression results continue to indicate a diversification premium for multinational firms. The first set of results that uses industry effects as instruments is presented in column (1) of Table 9 The second step in controlling for endogeneity is to use Heckman's two-step proce-dure. The goal is to control for the self-selection bias due to firms' choosing to diversify internationally by incorporating the diversification decision formally into the econometric estimation. To employ Heckman's procedure the UK multinational firms are combined with the remaining FTSE 500 firms that are focused domestically. This results in a sample of 2,365 firm-years, of which 1,166 are internationally diversified. The first step estimates whether a firm is diversified internationally. This involves a probit estimation with a dependent dummy variable equal to one if the firm is a multinational firm and zero otherwise, where explanatory variables are the instrumental variables used in regressions (3) and (4). The second stage treats excess value as the dependent variable and yields estimates for the relationship between diversity and excess value and the self-selection model (Lambda).
Regression (4) of Table 9 presents the results. The results of the two-stage estimation of the endogenous self-selection model confirm the existence of a global diversification premium. In the excess value equation, global diversification enters positively and significantly, but is slightly lower compared with earlier results. The selection parameter, Lambda, is positive but insignificant. This suggests that firms with higher excess valuations are more likely to diversify but the effect is insignificant.
In summary, unlike for the findings on industrial diversification, simultaneity bias does not explain the global diversification premium. Further, the global diversification premium is robust to controlling for self-selection.
Conclusion
In this paper, I use detailed FDI data to shed new light on the nature of global diversification by multinational firms. Using a unique sample of 251 UK multinational firms and 4,676 subsidiaries, the paper first shows that multinational firms exhibit, on average, a global diversification premium compared with a country-industry matched portfolio of focused firms. Second, I examine channels through which multinational firms can add value and show that the value premium is higher where the difference between the UK and subsidiary host country's firm-level corporate governance is highest; multinational firms are compensated for good corporate governance.
Next, I examine whether internal capital markets contribute to the global diversification value premium. Stein (1997) argues that diversified firms can add value through engaging in "winner-picking" in internal capital markets. I estimate the value added by internal capital markets and find that the global diversification premium is positively related to the value added from transfers across divisions. This result does not rule out that agency costs of internal capital markets are prevalent (Shin and Stulz (1998) , Rajan et al. (2000) ), but that the premium is larger where the net effect is positive. Furthermore, the results show that the relation between the diversification premium and transfers across divisions is stronger in well-governed firms. Better governed multinational firms create more value through efficient transfers in their global internal capital market. In extensions to the main findings, I show that culture, distance, and openness play a role in explaining the global diversification premium. Additionally, the main results are robust to country-level differences, and alternative diversification and governance mechanisms. Further, the results continue to obtain in regressions controlling for endogeneity and self-selection.
The findings are consistent with the hypothesis that multinational firms' competitive advantages lead to higher valuations. Then, if shareholders have global diversification as an objective, investing in multinational firms is preferable over investing directly in foreign local firms. This offers insight into why global diversification has continued to increase, as documented both here and in Denis et al. (2002) .
Future research should address better identification of the channels by which multinational firms can create value. Specifically, examining organizational structure, the methods in which multinational firms invest overseas, and the assets they target could all potentially shed light on the value premium. Table 3 and corporate governance is described in Section 3.2. GOV is the multinational parent composite governance index collected by Risk Metrics/ISS. GOV GAP represents the gap in composite governance index between the UK parent and a portfolio of country-industry matched benchmark firms. GOV GAP×OWN interacts GOV GAP with the percentage ownership that multinational firms have in subsidiaries. GOV GAP×OWN 100 repeats this for only those subsidiaries in which multinational firms own one hundred percent. POS GOV GAP includes the GOV GAP for multinational firms with GOV GAP>0 and zero otherwise. All regressions include multinational firm clustered standard errors and year dummies. *** (**, *) denote significance at the 1% (5%, 10%) confidence level.
(1) (2) (3) (4) Table 7 : Distance, culture and openness. Each column presents estimates from a regression of excess value on measures of global diversification, distance, culture and openness. The table shows only the coefficients of interest. All explanatory variables are estimated at the multinational parent level based on subsidiary location. Distance measures the asset-weighted distance between the UK and a multinational firm's subsidiaries. Language, Religion and Colony are asset-weighted dummy variables indicating if subsidiary host countries share a common language, common religion and are/were a British colony respectively. Natural Openness (FR) and Natural Openness (WEI) are asset-weighted measures of the openness of subsidiary host countries. Control variables shown in Table 3 are included but not presented. All regressions include multinational firm clustered standard errors and year dummies. *** (**, *) denote significance at the 1% (5%, 10%) confidence level.
(1) (2) (3) (4) (5) Table 3 . Global diversification (Global Div) is measured as the the percentage of total assets that a multinational firm has invested in foreign subsidiaries (Foreign Weight), and the multinational firm country asset weight Herfindahl-Hirschman index (Country HHI). Industrial diversification is measured as the number of industries in which a multinational firm invests (Ind Div), and industry asset weight Herfindahl-Hirschman index (Country HHI). Organizational diversification is measured as the number of subsidiaries through which a multinational firm invests (Subsidiaries). Control variables shown in Table 3 are included but not presented. All regressions include multinational firm clustered standard errors and year dummies. *** (**, *) denote significance at the 1% (5%, 10%) confidence level. 
